SUPPLEMENTAL SURREBUTTAL TESTI MONY OF

DAVI D H. GEBHARDT, JR

Ameritech Exhibit No. 1.5

Dockets 98-0252/98-0335/00-0764 (Consol i dated)

February 5, 2001



TABLE OF CONTENTS

PURPOSE OF TESTI MONY. . . . .. e e e e 1
RATE DESIGN SERVICE COST ISSUES. . ...... ... ... .. .. .. ... 2
FAS 70 . 10
GCl " S DEPRECI ATI ON EXPENSE PROPCSALS . .. ... ... ... ... 21
DI RECTORY I SSUES. . . . .. e 31

CONCLUSI ON . . .o e e e e e 61



| CC Docket No. 98-0252/98-0335/00-0764 (Consol.)
Areritech Illinois Ex. 1.5
Page 1 of 61

Suppl enental Surrebuttal Testinony of David H Gebhardt, Jr.

Q Pl ease state your name and busi ness address.
A. David H GCebhardt, 1017 E. Hawt horne Bl vd., Weaton, Illinois
60187.

Q. Are you the sanme David H Gebhardt who sponsored Anmeritech

Illinois Exhibits 1.0, 1.1, 1.2, 1.3 and 1.4 in this

proceedi ng?

A. Yes, | am

PURPOSE OF TESTI MONY

Q What is the purpose of your testinony?

A. The purpose of ny testinony is to address revenue
requi renents-rel ated i ssues and certain rate design/service

cost issues raised by the Comm ssion Staff and GCl
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RATE DESI GV SERVI CE COST | SSUES

Q

M . Dunkel has provided a further update to the FCC s
penetration figures, based on the FCC report released in

Decenmber. (GCI Ex. 9.0, pp. 2-3). Please coment.

Based on the FCC s Decenber report, subscribership does
appear to be nore in line with prior levels. However, the

fact remains that there is no negative causal relationship

bet ween Anmeritech Illinois” Alternative Regulation Plan and
subscribership levels in Illinois. Over the termof the
Pl an, Aneritech Illinois’ basic |ocal service rates renai ned

constant or decli ned.

M. Dunkel contends that targeted assistance prograns are not
sufficient to address the “penetration problens” in Illinois,
because many custoners who would qualify for them have not,
in fact, requested such assistance. (GCI Ex. 9.0, pp. 5-6).
Is solving the “penetration problent an appropriate objective

of this proceeding?

No. | do not believe that anyone — including M. Dunkel -

knows why subscribership in Illinois appears lowin the FCC
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reports. Because its |local exchange rates are generally | ow
conpared to those of incunmbent LECs in other states as well
as in lllinois, it is highly unlikely that Ameritech

Illinois’ rate levels are a root cause.

A study has been conm ssioned by Aneritech Illinois, the ITA
and UTAC with the involvenment of Comm ssion Staff, to
determ ne what is causing these results. This study should
be available in the relatively near future. Until this

anal ysi s has been conpleted and revi ewed, the Conm ssion
should not be trying to “solve” the problemand certainly not
by reducing Ameritech Illinois’ rates. |If the Conm ssion
ultimately concludes that there is a subscribership issue in
I1linois, it should establish a separate proceeding to
determ ne what the problemis and evaluate the possible

sol uti ons.

Finally, M. Dunkel’s use of FCC data fromthe 1983-2000

period (GCI Ex. 9.1) is irrelevant to this proceeding, which
assesses the Plan over the 1995-1999 time frame. Data prior
to 1995 cannot be correlated in any way with the operation of

t he PI an.
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Shoul d the Conm ssion’s rate design decisions be driven by
the fact that many custonmers eligible for need-based

assi stance plans do not take advantage of then?

No. There are undoubtedly nmany reasons why custoners nay
choose not to take advantage of such plans. |If custoners
concl ude, for whatever reason, that they do not wish to
participate in these prograns, it is not the Comm ssion’s
responsibility to conpensate for those decisions by either
rejecting rate increases which are needed, or even worse,

| owering rates for all custoners, the vast majority of which

do not need any assi stance whatsoever.

M. Dunkel takes issue with your statenent that he
“distributes [access line costs] to all of the other services
Ameritech Illinois provides”. (GC Ex. 9.0, pp. 17-18).

Pl ease coment.

Based on M. Dunkel’'s rebuttal testinony, apparently I

m sunder stood his proposal. |In nmy experience, the argunent
that network access lines should be treated as a “shared”
cost of other products and services offered by a LEC has
typically resulted in an allocation, either inmplicitly or

explicitly, of those costs to other products and services for



I CC Docket No. 98-0252/98-0335/00-0764 (Consol.)

Aneritech Illinois Ex. 1.5
Page 5 of 61
cost recovery purposes. In ny data request response to M.
Dunkel from which he cites only one sentence, | indicated

that such an allocation was inplicit in his argunent that
resi dence access line rates could be reduced even further if

t he Comm ssion adopted his shared cost argunent.

However, according to M. Dunkel, he is not proposing any
such allocation. Instead, as | understand it now, the costs
associ ated with network access |ines would be excluded

al together from service cost studies and woul d be recovered
in the contribution produced by Aneritech Illinois’ overal
rate structure (i.e., in the overall margins between LRSIC

and rates), just as “conmmpn costs” are today.

So that there is no confusion, | do understand that M.
Dunkel s proposal to reduce network access lines by $1.30 is
not based on his shared cost theory. H's shared cost theory
only cones into play if the Comm ssion chooses to reduce
network access lines by an even greater anount. However, he
has raised this issue in his testinony and has devoted

consi derabl e argunent to it. Therefore, it is inmportant for

t he Comm ssion to understand its inplications.
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As | now understand M. Dunkel’s proposal, it is far worse

than | originally thought and, potentially, is destructive of
rational ratemaking. Under his approach, hundreds of
mllions of dollars of |oop costs would be elimnated from
t he Conmpany’s service cost studies, and woul d be sent into
the regulatory “ether”, to be recovered sonehow, sonme way,
fromsone custoners, not otherw se identified, in overal

contri bution.

However, | oop costs are the single |largest elenent in
Ameritech Illinois’ cost structure. It is absolutely
irresponsible to sinply make them “di sappear”, w thout any
concrete proposal as to how they should be recovered. These
are facilities which Areritech Illinois uses directly to
provi de core tel ecommuni cations services to its custoners.
Ameritech Illinois’ costs associated with these lines are
causally related to changes in custonmer demand --— one of the
key determ nants of what should be considered an “increnenta
cost”. They are not |ike sharehol der relations or corporate
accounting costs which are not causally related to the demand
for any product or service, and which should appropriately be
recovered in overall contribution (i.e., they are truly

“common costs”). It is a perversion of any econon c standard
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| amfamliar with to treat access line costs |ike conmmpn

costs.

It is particularly irrational to treat network access |ines
costs as common costs in a neasured service environment |ike
[1linois. Taken to its |ogical end, M. Dunkel’s view would
result in a LRSIC cost for network access lines of “0". |If
there is no cost basis for this rate elenment, how would one
set arate at all? Even in jurisdictions with flat rate
service (i.e., where the access |line and | ocal usage are
purchased together for a fixed price), network access |ine
costs are routinely assigned to that package of services,

al ong with usage costs.

By elimnating access |line costs altogether, M. Dunkel has
rendered service costs virtually superfluous in the rate
desi gn process. Wthout network access lines, LRSIC costs
for | ocal exchange service are so |low that they provide

al nost no guidance relative to appropriate rate |levels or
rate structures. Moreover, the costs associated with
perform ng service cost studies are considerable and, as is
apparent fromthis proceeding, debating themin regul atory
proceedi ngs consunes consi derabl e resources. From a

cost/benefit perspective, if M. Dunkel’s proposal is
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adopted, the Comm ssion m ght as well abandon cost-based
pricing altogether for |ocal exchange service and revert back
to nore mystical approaches, such as val ue of service

pricing.

M. Dunkel claims that your cal cul ation of an enbedded cost
per loop did not rebut anyone’'s testinony. (GC Ex. 9.0, pp.

85-86). Do you agree?

No. | prepared this calculation in direct response to M.
Dunkel’s testinony which clains that the cost of an access
line is even |lower than the LRSIC costs presented by M.

Pal mer and Staff’s concerns about certain aspects of the LFAM
nodel. | would also note that this calculation further
supports the validity of my cal culation of nonconpetitive
service earnings. The fact that network access |ines
constitute a | arge conponent of nonconpetitive service
revenues and that the enbedded cost of those | oops
substantially exceeds their price further substantiates the

fact that nonconpetitive service earnings are, in fact, |ow

My point -— as | made clear in nmy Rebuttal testinony — was
not to present a different service cost study on which rates

shoul d be based. M purpose was to provide a broader



| CC Docket No. 98-0252/98-0335/00-0764 (Consol.)
Areritech Illinois Ex. 1.5
Page 9 of 61

perspective fromwhich to view the service cost and rate
design criticisnms presented by Staff and GCI, as well as ny

nonconpetitive service earnings anal ysis.

M. Dunkel contends that your data request response did not
provi de source references which would allow himto verify

your cal cul ations. Please coment.

My cal cul ati ons were based on ARM S data, with which GCI is
very famliar. [If M. Dunkel could not relate my workpaper
back to its ARM S sources, | would have been happy to provide
GCl with a followup response. They did not ask for one. |
woul d note that both GCl generally and M. Dunkel in
particul ar have insisted on follow up responses in the past
where they found the Conpany’s response to be inadequate.
Attached as ny Schedule 1 is the data request response M.
Dunkel refers to with appropriate AMRI S source references.

[l presume this is com ng from Dei gnan.]

M. Dunkel also expresses uncertainty about whether the
accounting data you used was “intrastate” only. Please

comment .
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I cannot understand his uncertainty. Anmeritech Illinois

al ways determ nes the cost of a network access |line on an
unseparated LRSIC basis. It did so in this proceeding, as
M. Dunkel is well aware, and has done so in every Conm ssion
proceedi ng i nvol vi ng network access |line costs dating back to
the early 1980's. In fact, | have provided a cal cul ati on of
t he enbedded cost of an access line in many of these sanme
proceedi ngs. For consistency, | have always made this

cal cul ati on on an unseparated basis as well. It would nmake

no sense to conpare the unseparated LRSI C cost of an access

line to the separated enbedded cost of an access |ine.

FAS 71

Q

I n support of her proposal to elimnate the FAS 71
anortization fromthe 1999 | evel of depreciation and
anortization expense, Ms. Marshall asserts that the

“Conmi ssion found in Docket 92-0448 that no anortization of a
depreci ation reserve deficiency was appropriate for inclusion
in an alternative regulatory plan” and that “ the Conpany’s
“anal og switching account should be anortized over a five
year period which has expired.” (Staff Ex. 18.0, p. 13).
Does the Conmmi ssion’s order in Docket 92-0448/93-0239 support

Ms. Marshall’s position?



| CC Docket No. 98-0252/98-0335/00-0764 (Consol.)
Areritech Illinois Ex. 1.5
Page 11 of 61

No. As | have previously discussed, the anortization of the
depreci ation reserve deficiency resulting fromthe

di sconti nuance of FAS 71 is fully supported by the

Conmmi ssion’ s decision in Docket 92-0448/93-0239 to accept the
“Conpany’s offer to assume full responsibility for its
capital recovery with no change in existing rates beyond what
will be permtted beyond the price index (which will not
reflect changes in depreciation expense)”. The Conm ssion
found this approach to be “advantageous to rate payers and
provi des a reasonable solution to the capital recovery
probleni. (Order, p. 55.) 1In the later portion of the Oder
referred to by Ms. Marshall, the Conm ssion concluded that an
anortization of the depreciation reserve deficiency

cal cul ated by the Conpany in Docket 92-0448/93-0239 should
not be included in the revenue requirenment adopted for

pur poses of establishing the “going-in” rate |evels under the
Alternative Regul ation Plan. The Comm ssion also rul ed that
the anal og swi tching account should be anortized over 5 years
for the sane purpose. The Commi ssion’s conclusions in this
regard came in Section VI of the Order, the introduction to

which states as foll ows:
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In a prior section of this Order the Conm ssion
found that it will no |longer set depreciation
rates for Illinois Bell under its alternative
regul ation plan and that it will allow Illinois
Bell to set its own depreciation rates pursuant
to generally accepted accounting principles. In
this Section of the Order the Conmi ssion again
addresses the depreciation issue, but only to
deterni ne the reasonabl eness of the going-in

| evel s under the plan.” (Order, p. 133(enphasis
added)) .

Thus, the decisions to reject anortization of the reserve
deficiency and to anortize anal og switching costs over five
years went only to the “reasonabl eness of the going-in [rate]
| evel under the plan” and, therefore, do not provide a basis
for Ms. Marshall’s proposal to elimnate the FAS 71

anortization in this proceeding.

Ms. Marshall asserts that the Conpany’'s “recasting of this
depreciation issue as a FAS 71 adjustnment is nothing nore
than a second attenpt to recover costs previously disallowed

for rate nmaking purposes.” Does this assertion nake sense?

No. Since the issuance of the Order in Docket 92-0448/93-
0239, the overall |evel of non-conpetitive rates adopted in
t hat case have decreased in accordance with a price cap
formula which is not tied to the Conpany’s own costs and, in

particul ar, contains no factor related to depreciation
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expense. Consistent with the conditions upon which the
Comm ssi on granted the Conpany depreciation freedom the
Conpany has never sought, and does not now seek, to change
either its rates, or the price cap fornmula, to reflect
recovery of increased depreciation and anortization expenses
over the level included in the “going-in” level of rates

approved in Docket 92-0448/93-0239.

The issue arises in this case only because of the adjustnents
proposed by Staff and GCI to elimnate the FAS 71
anortization fromthe Conpany’s 1999 incone statenent for
pur poses of establishing a “revenue requirenent” in the event
the Comm ssion deens it appropriate to “reinitialize” rates.
For the reasons | have previously discussed, a decision to
“reinitialize” rates on that basis would, anong other

probl ens, have the effect of depriving the Conpany of the

depreci ati on freedom granted in Docket 92-0448/93-0239.

Ms. Marshall alleges that the Conpany’'s “adoption of an 8

year anortization period is sinply an artificial device to
assure consideration of this issue in the planned five year
review of the alternative regulatory plan”. (Staff Ex. 18.0,

p. 14). 1Is Ms. Marshall’s allegation valid?
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No. Ms. Marshall offers no support for her allegation. The
Conpany’ s sel ection of an eight year anortization period was
supported by studies conparing trade-in values of electronic
and digitally based consuner and professional products,
conputers and autonobiles and |ight trucks with original
prices. Those studies show that assets |ose all service

val ue (Il ess salvage) over a period of 8 to 8.5 years.
Simlar situations have occurred with other itens that have
been anortized. Coincident with the establishment of Part 32
of the FCC s rules effective in 1988, conpensated absences
were anortized over a ten year period ending in 1997 on the
regul atory books. Simlarly, incurred expenses related to
provi di ng equal access to all carriers that have been

deferred were anorti zed over an ei ght year peri od.

M. Dunkel argues that the “FCC has specifically ordered that
the tel ephone conpani es cannot anortize FAS 71 for regulatory
pur poses”. (GCl Ex. 8.0, pp. 45-46). Does M. Dunkel’s

argunment support the elimnation of the FAS 71 anorti zation

at issue in this case?

No. As M. Dunkel recognizes, the Conpany does not anortize
FAS 71 in the interstate jurisdiction. Furthernore, as M.

Dunkel al so recogni zes, the FCC does permt anortization of
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FAS 71 on certain conditions. 1In this regard, M. Dunkel
quotes a statement from the Decenber 30, 1999 FCC 99- 397
Order that carriers “would forego the opportunity to recover
any portion of the adjustnment that results from conform ng
their regulatory net book costs to their financial net book
costs (i.e., through a belowthe-line wite-off)”. The very
next sentence fromthe FCC's Order, which M. Dunkel omts
fromhis quote, clarifies this precondition: “As a
precondition to obtaining a waiver of the depreciation
prescription process, a carrier would have to voluntarily
forego its opportunity to recover any portion of the one-tine
adj ustment to regul atory books through a | ow-end adj ust nment
[i.e., a one-tinme adjustnent to increase rates to obtain a
m ni mum prescri bed return], an exogenous adjustnment [to the
price cap], or an above-cap filing [i.e., the establishnment
of higher rates than would normally be permtted under price
caps].” Likew se, the Comm ssion granted the Conpany
depreciation freedom including the freedomto anortize its
depreci ation reserve deficiency, on the condition that any
change in depreciation and anortizati on expense will not
affect the price cap fornmula used to set rates. The Conpany

has strictly adhered to this condition.
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Ms. Marshall argues that the Conm ssion should treat the FAS
71 wite-down as a one-tinme event and elimnate it fromrate
base. (Staff Ex. 29.0, p. 3). 1Is M. Marshall’ s argunment
consistent with the position that Staff took in its direct

and rebuttal presentations?

No. Staff has been consistent in its proposal to elimnate
the FAS 71 anortization from expenses in the inconme statenent
presentations made by M. Voss. Staff, however, has changed
its position regarding the need for a corresponding rate base
adjustnent. In his direct and rebuttal testinony, M. Voss
restored the witten-down assets to Aneritech Illinois rate
base, as if the wite-down had not taken place, to reflect
nore conventional regulatory accounting. |In her direct and
rebuttal testinony, Ms. Marshall discussed an alternative
approach (not reflected in M. Voss’ exhibits), under which
the wite-down would be treated as a one-tinme event and
elimnated fromrate base. 1In her surrebuttal testinony, M.
Marshal | states that she has re-eval uated her position and

i ndi cates that what was her “alternative” proposal should be
the approach adopted by the Comm ssion in this case. Based
on Ms. Marshall’s new position, M. Voss has elimnated the

$539.530 mllion restored fromrate base.
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Is Ms. Marshall’'s approach to the FAS 71 adj ust nent

reasonabl e?

No. Ms. Marshall’s position is internally inconsistent. As
previously discussed, her principal criticismof the FAS 71
anortization is that it is a “second attenpt to recover costs
previously disallowed for rate maki ng purposes” because the
Comm ssion did not allow anortization of the reserve
deficiency in 1994, |If that is Ms. Marshall’s theory, then
the only appropriate treatnent of depreciation expense in
this proceeding is to calculate it on a basis that is
consistent with the Comm ssion’s 1994 Order. That is, the
rate base nmust be restated as if the wite-down did not take
pl ace. That is what M. Voss did in his direct and rebuttal
testinmony. Ms. Marshall’s proposal to treat the FAS 71

adj ustment as a one-tinme event occurring outside of the test
year is conpletely inconsistent with that theory. |If the
Conpany was not “allowed” to treat this shortfall as a
reserve deficiency for ratemaking purposes in 1994, then the
flip side is that the Conm ssion should not now be “all owed”

to recogni ze the wite-down for ratemaki ng purposes now.

In effect, Ms. Marshall wants to have it both ways. She --

and the Commi ssion -- did not want ratepayers to have to pay
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for any reserve deficiency through rates in 1994. Now, when
the Conpany has voluntarily witten down its assets to
reflect the shortfall the Conmm ssion did not want to
recogni ze, she wants to flow through to ratepayers the entire
beneficial effect of that wite-down for ratenaking purposes.
Such a one-sided, opportunistic approach to depreciation

policy should not be adopted.

| would further note that Ms. Marshall’s proposal would be
unl awf ul under rate-of-return regulation. The Comm ssion is
legally obligated to all ow regul ated conpanies to recover
their investnents in regul ated plant assets through
depreci ati on expense that is reflected in custoner rates.
The Conm ssion could not have required Aneritech Illinois to
wite down its assets in 1994. |If the Comm ssion is going to
conduct an earnings analysis now based on rate-of-return
principles, it cannot assunme a wite-down that woul d never
have taken place. M. Marshall is picking and choosing
regul atory constructs in a manner that is arbitrary and

unr easonabl e.

In her Surrebuttal testinmony, Ms. Marshall argues that

Staff’s new position regarding the wite-down is supported by
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the Orders in Docket 92-0448/93-0239 and 96-0486. (Staff Ex.

29.0, p. 3). Is Ms Marshall correct?

No. Once again, Ms. Marshall erroneously relies on the
Commi ssion’s decision in Docket 92-0448/93-0239 to disall ow
the anortization of the reserve deficiency at issue in that
case for purposes of establishing the “going-in” rate |evel
As previously discussed, that decision does not justify
Staff’s position regarding anortization of the asset write-
down resulting fromdi sconti nuance of FAS 71, which was
undertaken in accordance with the depreciation freedom
granted the Conmpany under the Plan. Likew se, the Order in
Docket 96-0486, which dealt with the Conpany’s TELRI C cost
studies and rates for interconnection, network el enents,
transport and term nation of traffic, has nothing to do with
the issues in this case. In the |anguage fromthat order
guoted by Ms. Marshall, the Comm ssion referred to its

deci sion in Docket 92-0448/93-0239 not to incorporate an

adj ustnent for recovery of a depreciation reserve deficiency
into the price cap formula. |In this case, the Conpany is not
proposing to incorporate such an adjustnment into the price

cap fornul a.
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Ms. Marshall and M. Dunkel argue that Staff’s proposal to
treat the wite-down as a one-tine event and elimnate it
fromrate base is consistent with the FCC s ordered treatnent
in the interstate jurisdiction. (Staff Ex. 29.0, p. 3; GCl

Ex. 9.0, p. 46). Do you agree?

No. As discussed above, the condition that the FCC adopted
with respect to changes in depreciation expense and custoner
rates is the sanme that the Conm ssion adopted as part of the
Plan, i.e., increases in depreciation expense resulting from
t he exercise of depreciation freedomare not to be recovered
through increases in custonmer rates. There is nothing in the
FCC s order which would support the “have your cake and eat
it too” approach being taken by GCI and Staff, which is to
(i) reflect in rate base the result of the Conmpany having
exercised its depreciation freedom by reflecting the full
effect of the FAS 71 wite-down, while sinultaneously (ii)
removing the anortization of the wite-down from expenses,
thereby effectively pretending that the Conpany had not been
granted the freedomto anortize the wite-down over eight

years.
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GCl* S DEPRECI ATI ON EXPENSE PROPOSALS

Q Do you have any comments regarding GCl w tness Dunkel’s
position regardi ng depreciation and anortizati on expense as

set forth in his rebuttal testinony?

A. Yes. M. Dunkel proposes an adjustnment to reduce the |evel
of depreciation and anortization expense reflected in
Anmeritech Illinois Exhibit 7.1, Schedule 1, by $284.2
mllion. |In support of his proposal, M. Dunkel, like Staff
wi tness Marshall, proposes to elimnate the FAS 71
anortization anmounts. In addition, M. Dunkel, unlike Staff,
cal cul ates depreciati on expense usi ng FCC depreciation rates
| ast prescribed in 1995. M. Dunkel also proposes the
el imnation of certain other anortizations, which the Conpany
i npl enented pursuant to its depreciation freedom For all
the reasons that | discussed in ny Rebuttal testinony, M.
Dunkel s “busi ness-as-usual” regul atory approach to the
cal cul ati on of depreciation expense conpl etely negates the
depreciation freedom granted by the Comm ssion in the

Alternative Regul ati on Order, and shoul d be rejected.
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M. Dunkel asserts that he is “not challenging Aneritech’s

freedomto ‘book’ depreciation expense starting in 1995,” but
rather is “proposing that a reasonabl e depreci ati on expense
shoul d be used in the adjusted ‘test year’ data to be used to
reinitialize the rates to be adopted in a revised regul atory
plan”. (GClI Ex. 8.0, PP. 31-32). Do you have any response

to M. Dunkel’s testinony in this regard?

Yes. M. Dunkel’s assertion that he is not chall enging the
Conpany’s exercise of its depreciation freedomis

di si ngenuous. M. Dunkel asserts that an analysis of the
data during the test year nust be nade to determ ne whet her
it is “reasonable” and “representative” of what is expected
when the rates that result fromutilizing that test year wll
be in effect. M. Dunkel, however, has presented no argunent
to suggest that the depreciation and anortizati on expense
reflected in the Conpany’s 1999 operating incone statenent
shown in Exhibit 7.1, Schedule 1 is not “representative”. To
the contrary, his position is that the Conpany’s 1999 | evel
of depreciation expense is unreasonable to the extent that it
exceeds the anount of depreciation expense that woul d be

cal cul ated on the basis of an analysis that woul d be uniquely
required by regulators to support depreciation rates (e.g.,

devel opment of projection |ives, survivor curves, historica
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anal ysis of retirenments and so forth) which were the subject
of endl ess regulatory scrutiny in the past. As | discussed
in nmy Rebuttal testinony, however, the intent of the

Comm ssion’s 1994 decision was to free the Conpany from
precisely this kind of second-guessing and ni cromanagi ng of
capital recovery. Thus, despite his protestations to the
contrary, it is abundantly clear that M. Dunkel is
chal | engi ng the Conpany’s exercise of its depreciation
freedom By reducing rates to reflect his adjustnents to
depreci ation expense, the Comm ssion would effectively be
depriving the Conpany of its ability to nanage capital
recovery within the constraints of the price index — which
was one of the core objectives of the Comm ssion’s Order in

Docket 92-0448/93-0239.

M. Dunkel quotes |anguage fromthe Order in Docket 92-
0448/ 93-0239, in which the Conm ssion stated that “any abuse
[in the formul ation and application of depreciation rates]
will result in a reevaluation of the alternative regulatory
pl an pursuant to Section 13-506.1(e) of the Act”. (GClI Ex.
9.0 p. 33). Has M. Dunkel presented any evidence that the

Conpany has “abused” its depreciation freedon?
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No. For the reasons di scussed above and in ny Rebuttal
testinony, the Conpany’s adoption of capital recovery
policies which result in depreciation expense |evels
different fromthose which would result fromthe application
of depreciation rates determ ned on the basis of depreciation

studies traditionally required for regul atory purposes is the

very essence of depreciation freedom and cannot | ogically be
deenmed to be an “abuse” of that freedom As | discussed in
my Rebuttal testinony, Ameritech Illinois would be guilty of
abusing its depreciation freedomonly if it had viol ated GAAP
principles or otherw se deliberately mani pulated its

depreci ation practice. M. Dunkel has presented no evidence
of such an abuse. Furthernore, as shown on GCI Exhibit 9.9,
nost of M. Dunkel’s proposed adjustnments to depreciation
expense is attributable not to the use of different
depreciation rates, but to his proposal to elimnate the FAS
71 anortization and certain other reserve deficiency
anortizations. M. Dunkel has not alleged, nor is there any
evi dence to support any allegation, that these anortizations
constitute an “abuse” of the Conpany’s capital recovery
freedom In this regard, GCI was asked in data requests
whet her it is M. Dunkel’s opinion that the Conpany’s
decisions to (i) anortize the FAS 71 wite-down over eight

years and (ii) to anortize the reserve deficiencies discussed
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at pages 49 to 50 of his rebuttal testinony, were “abuses” of
t he depreciation freedom granted in Docket 92-0448/93-0239.
(Ameritech Illinois’ Sixth Set of Data Requests to GCI, Itens
13 and 16.). (GCI Ex. 9.0, pp. 49-50). Although GClI's
responses to those requests reiterate M. Dunkel’s position
that the referenced anortizations should not be included in
the 1999 adjusted “test year” data, the responses studiously
avoid a direct answer to the question of whether those
anortizations reflect an “abuse” of the Conpany’s

depreciation freedom

M . Dunkel suggests that you have testified that the Conpany
was granted freedomnot to follow the Joint Board (Part 36)
jurisdictional separations requirenents for depreciation
expense and reserves. (GClI Ex. 9.0, pp. 33-34). Dd M.

Dunkel accurately characterize you testinony?

No. | have never stated that the Conpany is no | onger
required to follow the FCC' s Part 36 jurisdictiona
separations rules. Mreover, as discussed by M. Don nak,

t he Conpany does conply with those rules. VWhat | did state
was that, pursuant to its depreciation freedom the Conpany

does not rely on the FCC s historical conventions such as
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projection life, curve shape, and other parameters in setting

Its depreciation rates.

M. Dunkel argues that Ameritech Illinois made a “significant
adm ssion” in the portion of your Rebuttal testinmony where
you showed that depreciation expense would be $388 mllion
usi ng FCC approved paraneters and $354.3 mllion using I CC
approved paraneters, conpared to Aneritech Illinois’ 1999
depreci ati on expense of $666.5 mllion. (GClI Ex. 9.0, pp.

30-31). Do you have any comments in response to M. Dunkel’s

argunment ?
Yes. | do not believe that ny testinony on this point can be
fairly characterized as an “adm ssion”. 1In this regard, it

shoul d be noted that the depreciation anmounts cal cul at ed
based on the FCC and | CC paraneters do not reflect an anpunt
for FAS 71 anortization. The Conpany has never clainmed that
the use of I CC or FCC paraneters, with no inclusion of FAS 71
anortization, would not result in a | ower depreciation
expense amount. Rather, the Conpany has maintained that an
adj ustment to reduce the amount of depreciation expense to
t he anmobunt that would be cal cul ated based on application of
such paranmeters woul d be i nproper for all the reasons | have

di scussed.
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M. Dunkel accuses you of presenting data in your rebuttal
testinony that “m srepresents the depreciation expense that
the Conpany is claimng in this proceeding.” (GClI Ex. 9.0,

p. 51). Is this a fair accusation?

No. M. Dunkel is referring to page 105 of ny Rebuttal
testinony where | presented a conparison of the Conmpany’s
conposite depreciation rate and depreciati on expense
excluding the FAS 71 anortization, with the conposite
depreci ation rates and depreci ati on expense for the FCC
approved paraneters, |CC approved paraneters, and the | ow end
of the FCC s range of service lives. M. Dunkel argues that
| “m srepresented” the Conpany’s clainmed |evel of
depreci ati on expense by deducting $110 mllion of
anortization fromthe anount shown while not making a simlar

deduction fromthe FCC and | CC paraneter figures.

There was, however, no “m srepresentation”. To the contrary,
my testinmony makes quite clear that | subtracted the
anortization expense fromthe Conpany depreciation figure and
explains why | did so. | provided the referenced conpari son
in response to M. Dunkel’s direct testinony in which he

argued that the Conpany’s depreciation rates are unreasonabl e
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based on a conpari son of the Conpany’s conposite depreciation
rate to rates devel oped using the FCC and | CC paraneters. As
| discussed, the problemwith M. Dunkel’s analysis was that
he had devel oped Aneritech Illinois’ conposite rate including
FAS 71 anortization, whereas the conposite rate and
depreci ati on expense cal cul ated on the basis of the I CC and
FCC parameters do not reflect FAS 71 anortizations.
Accordingly, | presented an appl es-to-appl es conparison by
excluding the effect of the FAS 71 fromthe cal cul ati on of

t he Conpany’s conposite depreciation rate. This was an
appropri ate presentation for purposes of rebutting M.
Dunkel s assertions that the depreciation rates being used by
t he Conpany are unreasonable in conparison to rates devel oped

on the basis of the FCC and | CC paraneters.

M. Dunkel dism sses the conparison of Ameritech Illinois’
accrual ratio with conpetitor conpanies, saying that the FCC
has not found such conpari sons appropriate due to the
differences in equi pnment used by those conpanies. (GCl EXx.

9.0, p. 59). How do you answer M. Dunkel ?

| respond to M. Dunkel the same way | would respond to the
FCC, if asked. The plain facts are that these conpanies are

in simlar businesses, they use switching and cabling from
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the sane manufacturers, and Aneritech Illinois’ accrual rates
— no matter how M. Dunkel calculates them -— are bel ow
t hose of the conparator group. It is just not realistic to

i gnore such information and blindly | ower accrual rates so

that the difference is even greater than it is.

M. Dunkel maintains that the Conpany had a reserve surplus
at the beginning of 1999. (GCI Ex. 9.0, p. 50). Is M.

Dunkel s anal ysis correct?

No. M. Dunkel’s assertion that there is a reserve “surplus”
is based entirely on a calculation of a theoretical reserve
using a fornmula which incorporates the sane FCC depreciation
l'ives which M. Dunkel clainms should be used to cal cul ate
depreci ati on expense. Thus, M. Dunkel’s argunent is
circular: he uses a calculation of a theoretical reserve
“surplus” using his proposed service lives to support an
argunent that there is no reserve deficiency and, therefore,
t he Comm ssion should adopt M. Dunkel’s proposed service
lives. Because the Conpany does not rely (and is not
required to rely) on the FCC s service |lives and nethods for
pur poses of setting intrastate depreciation rates, M.

Dunkel’s construct is of no val ue.
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In his Rebuttal testinmony, M. Domnak testified that if the
Comm ssion were to adopt M. Dunkel’s proposal with respect
to depreciation expense, it would be necessary to adjust the
accunul ated depreciation reserve to reflect the anmobunts that
woul d have been accrued on the basis of M. Dunkel’s proposed
depreciation rates since 1994. M. Dunkel takes issue with
M. Domnak’s testinmony in this regard, stating that “GCl
adj usted the depreciation reserve in the sane way M. Don nak
did’. (GCI Ex. 9.0, p. 33) Do you have any comments in

response to M. Dunkel’s testinony on this point?

Yes. M. Dunkel clainms that “[b]Joth M. Dom nak and M.
Smth reduced the depreciation reserve by the same anpunt as
t hey reduced the depreciation expense”. The nature of the
depreci ati on expense adjustnents made by M. Dom nak and M.
Smith were, however, significantly different from one
another. M. Dom nak made an adjustnent to reduce 1999
depreci ati on expense by the anount of depreciation

i nadvertently recorded for accounts that had al ready been
fully depreciated at the begi nning of 1999. Consistent with
t hat adjustnment, an adjustnent was nmade to renove fromthe
depreciation reserve the amount of the depreciation expense
t hat had been inproperly booked to that account. By

contrast, M. Smth’s depreciation expense adjustnment



| CC Docket No. 98-0252/98-0335/00-0764 (Consol.)
Areritech Illinois Ex. 1.5
Page 31 of 61

i ncludes the inpact of M. Dunkel’s proposals to elimnate
FAS 71 and to cal cul ate depreciation expense based on FCC
depreciation rates prescribed in 1995, thereby effectively
negating the depreciation freedom granted by the Conm ssion
in Docket 92-0448/93-0239. For the reasons previously

di scussed with respect to Staff w tness Marshall’s position
regarding FAS 71, if the Commi ssion sets depreciation expense
as if the Conpany had not been granted depreciation freedom
in 1994, then consistency requires that the depreciation

reserve be cal cul ated on the basis of the sane assunpti on.

DI RECTORY | SSUES

Q

M. Smith reduced his recommended i nputation of Yell ow Pages
revenue to Ameritech Illinois from$163 mllion annually to
$126 mllion annually. (GCI Ex. 6.2, p. 31). \Wat was the

reason for this reduction?

M. Smth reduced his proposed inputation based upon

i nformati on provided by Aneritech Illinois in discovery that
an inputation of $163 mllion would exceed Aneritech
Publ i shing, Inc.”s (“API”) gross incone fromdirectory
operations in Illinois by over $11 million dollars. M.

Smith recogni zed that API coul d not be expected, under any
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circunstances, to pay Aneritech Illinois nore noney than API

actual ly made.

Does M. Smith’s reduction in the amount of his proposed

i mput ati on nake inputation any nore reasonabl e?

No. The theory that has been used to justify inputation of
Yel | ow Pages revenue in Illinois and el sewhere is that the
public utility has acted inproperly in breach of sone |egal
obligation owed to ratepayers and as a result ratepayers have
been harmed. M. Smth does not even attenpt to identify any
al l eged duty that Ameritech Illinois supposedly breached that
woul d support inputation. Rather, he bases his proposed

i nputation on statenments made by the Conmi ssion in its order
in Dockets 92-0448/93-0239, which he quotes at page 36 of his

r ebutt al

Under Section 7-102(2) of the Public Utilities
Act (PUA), the Conmm ssion has jurisdiction over
affiliated interests having transactions with
public utilities under the Comm ssion’s
jurisdiction. APl is an affiliate of |BT.

The Commi ssion has al ways included revenues fromIBT s Yell ow
Pages advertising in the calculation of the Conpany’s revenue

requi renments. The issue before the Commi ssion is to
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determ ne the appropriate amount of revenues from Yel | ow
Pages advertising that will count against IBT s revenue

requi renents.

M. Smth concludes fromthese statenents that the Comm ssion
has jurisdiction over APl and general authority to inpute to
Ameritech Illinois any ampbunt of API’s advertising revenues
that the Comm ssion deens appropriate. M. Smth states:
“Thus, the Conmm ssion can determ ne the appropriate anmount of
revenues from Yel |l ow Pages advertising that will count
against IBT' s revenue requirenent. . . .7 (Smth Rebuttal at
p. 37). M. Smth contends that whether or not Ameritech
Illinois could ever achieve this |evel of paynents from AP
in the real world is absolutely irrelevant: “Thus, the actua
| evel of paynments from API to I BT that APl has been naking or
woul d ‘agree’ to make is not determ native of the amount of
Directory Revenue that should count against IBT's intrastate

revenue requirement.” (Smth Rebuttal at p. 36).

Is M. Smith' s reliance upon the Comm ssion’s reference in

its prior order to Section 7-102(2) of the Act appropriate?

No. M. Smith has failed to quote inportant parts of Section

7-102(2). What that section actually states is:
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The Comm ssion shall have jurisdiction over

affiliated interests having transactions .

with public utilities under the jurisdiction of

the Conmm ssion, to the extent of access to all

accounts and records of such affiliated interests

relating to such transactions. . . . (enphasis

added). 220 ILCS 5/7-102(2).
Thus, Section 7-102 does not grant the Conm ssion plenary
authority over affiliated interests or enpower it to inpute
revenues fromthe affiliated interest to the utility as M.
Smith inplies. Section 7-102(2) nmerely grants the Conmm ssion
access to the affiliated interest’s accounts and records to
t he extent necessary to permt the Conm ssion to determ ne

t he reasonabl eness of transactions between the utility and

the affiliated interest.

M. Smith contends that the appellate court held that the
Conmmi ssion did have jurisdiction over APl and the yell ow
pages. (GCl Ex. 6.2, p. 41). |Is he msreading the appellate

court’s opinion?

Yes. The appellate court specifically stated:

Section 7-102(c) provides the Comm ssion with
jurisdiction over transactions between public
utilities and affiliated interests “to the extent
of access to all accounts and records of such
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affiliated interests related to the
transactions.” . . . This provision protects
agai nst transactions which financially exploit
public utilities to the detrinment of those they
serve, the ratepayers. . . . The present case, in
whi ch ratepayers would be forced to bear the
burden of an increased revenue requirenment caused
by Bell’s foregoing an opportunity to increase
directory revenues, involves just such a

transaction. Illinois Bell Tel ephone Conpany v.
I11inois Comerce Conm ssion, 283 |11l App. 3d
188, 669 N.E. 2d 919, 931(1°%" Dist. 1996)(enphasis
suppl i ed).

The appellate court upheld the inmputation in that case
because of an inproper transaction that allegedly

di sadvant aged ratepayers (Anmeritech’s abrogation of Ameritech
I1linois’ exclusive option to renew the directory agreenent).
However, the appellate court did not hold that the Comm ssion
had jurisdiction over APl or the yell ow pages. The key

di fference between the | ast case and the present proceeding
is that M. Smth has not even attenpted to identify an

al |l egedly inproper transaction upon which to base a new

i nput ation.

Is M. Smith s reliance upon the Comm ssion’s second

statenment in its prior order reasonable?

No. M. Smth has quoted the Comm ssion’s statenment out of

cont ext . Earlier in its order, the Comm ssion recited the
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hi story of Anmeritech Illinois’” involvenent in the Yell ow

Pages:

M. WIIlenborg described the history of Yell ow Pages
directory publishing in Illinois Bell’s service territory.
Donnel | ey has been the exclusive publisher of Yell ow Pages
directories for over 70 years. As publisher, Donnell ey has
owned the content of and has held the copyright to the Yell ow
Pages directories, and owns and nmai ntains all advertising
records and custoner contracts. In contrast, Illinois Bell
never has owned or controlled Yell ow Pages assets or the
revenues that are derived fromthem Rather, it always has
been in the position of providing certain products and
services (listing information, billing and coll ecti on,

dat abase functions, and the right to co-bind the Yell ow Pages
with the White Pages) to Donnell ey, Am Don or DonTech for
conpensation pursuant to witten directory agreenents
approved by the Conm ssion. Historically, and under the
current Directory Agreenent, only the net anpunts received by
I1linois Bell for services rendered and products delivered,
after covering directory expenses has been taken into

consi deration, have been used by the Commi ssion in

determ ning the Conpany’s intrastate rates. (I CC Docket No.

2- 0448/ 93- 0239, Order, October 11, 1994, p. 98).
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The Comm ssion’s statenent about including “revenues from

| BT' s Yell ow Pages advertising in the calcul ation of the
Conpany’s revenue requirements” nust be read in context with
t hese actual facts of the directory relationship as

acknow edged by the Comm ssion. The reference to “revenues
fromIBT s Yell ow Pages advertising” clearly was a reference
to the revenues Aneritech Illinois received under the
Directory Agreenent for providing services to the directory
publisher. That this was the intent of the Comm ssion’s
statenment is clear fromthe basis for the Comm ssion’s

i mputation order. The Conmm ssion did not inpute adverti sing
revenues to Aneritech Illinois based upon its assessnent of
what share of advertising revenues should belong to Aneritech

I1linois. Rather, the Conm ssion inputed additional revenues

to Aneritech Illinois based upon its assessnent of the |evel
of paynents Ameritech Illinois could have negotiated for its
services under the Directory Agreenent if Anmeritech Illinois

had exerci sed the bargai ning power it allegedly possessed by
reason of its exclusive renewal option. (1CC Docket No. 92-
0448/ 93- 0239, Order, October 11, 1994, pp. 101-103). No

matter how many times M. Smith or other wi tnesses choose to

gquote the Conm ssion’s statenment, they can not change the
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underlying facts or change the actual basis for the

Comm ssion’s prior order.

M. Smth states that the appellate court affirmed the
Comm ssion’s prior order. (GClI Ex. 6.2, p. 37). Does the
appel l ate court decision support M. Smth's interpretation

of the Conmm ssion’'s order?

No, consistent with the Conmi ssion, the appellate court held
t hat when Anmeritech Corporation guaranteed that Anmeritech
Illinois would renew the 1984 Directory Agreenent for an
additional five years from 1995-1999, Anmeritech usurped
Ameritech Illinois’ exclusive option to renew the Agreenent
(in violation of Section 7-203 of the Act) wi thout Conm ssion
approval (in violation of Section 7-102 of the Act). The
Court held that there was sufficient record evidence to
support the Comm ssion’s finding that the exclusive option to
renew, had it not been usurped, would have given Aneritech
Il1linois significant bargaining power with Donnelley that it
could have used to increase its paynents under the Directory
Agreement. M. Smth’s quotation fromthe appellate court
opi nion confirms that this was the basis for the Court’s
ruling. (GCI Ex. 6.2, p. 39). Contrary to M. Smth's

inplication, the Court did not hold that the Comm ssion had
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general authority to decide what portion of API’s adverti sing
revenues should be inputed to Aneritech Illinois in the

absence of any inproper conduct by Ameritech Illinois and in
t he absence of any l|legitinmte business reason why APl should

make such paynments.

M. Smith contends that you are wong when you state that the
Comm ssion’ s deci sion about yellow pages in this proceeding
must be based upon whether the contractual paynents Anmeritech
[1linois currently is receiving fromAPI are consistent with
what Aneritech Illinois would be receiving if it had

negotiated at armis length with a non-affiliated publisher.

(GClI Ex. 6.2, p. 39). Wat is his basis for this statenent?

M. Smith's contention that the results of an arm s | ength
transaction are irrelevant is consistent with his (incorrect)
position that the Conmm ssion has plenary jurisdiction over
the yell ow pages and APl and does not need a |l egal rationale
for inputing yell ow page revenues to Aneritech Illinois. The
only actual explanation he provides for the all eged

irrel evance of an arm s length transaction is that the
current situation is the result of the affiliated interest
transaction, which the Conm ssion found inproper in Docket

92- 0448/ 93- 0239, and which the appellate court affirnmed.
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Thi s argunent nakes no sense since the whole basis for the
Comm ssion’s 1994 inmputation was that Ameritech Illinois had
failed to enter into an arnmis length transaction with the

directory publisher.

Does the Comm ssion’'s decision in Docket 92-0448/93-0239

control the outcome in this case?

No. Each case nust be decided upon its own nerits based upon
the facts existing at the time of decision. What the

Comm ssion determ ned in Docket 92-0448/93-0239 was that test
year revenues in that docket woul d have been increased by $51
mllion dollars if Ameritech Illinois had bargained at arns
l ength with Donnelley and APl to increase its paynents under
the 1984 Directory Agreenent in exchange for exercising it
unilateral right to renew the Directory Agreenent for five
years through the end of 1999. The Comm ssion did not
purport to decide what Anmeritech Illinois directory revenues
woul d be for any future test year and, in particular, for
periods after the renewed Directory Agreenment expired on

Decenber 31, 1999.

M. Smth contends that if APIl (Anmeritech Publishing of

[l1linois, Inc.) had made paynments of $126 mllion (the anpunt
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of his proposed inputation) to Ameritech Illinois in 1999,
APl still would have earned 37.8% on average conmon equity
or 44.4% on APIl’s year-end comon equity. (GCl Ex. 6.2, p

35). Please coment?

API'l’s return on equity is irrelevant in this context and is
not a proper basis for the Commi ssion to inpute a portion of
API'l's earnings to Ameritech Illinois. As | stated earlier,
t he Comm ssion nmay only inpute revenues or profits to
Ameritech Illinois to the extent that the Comm ssion

det erm nes, based upon real evidence, not specul ation, that
but for some inproper conduct by Aneritech Illinois or an
affiliate to the detrinment of ratepayers, Aneritech Illinois
is receiving |l ess revenues than it would have been receiving
under an armis length transaction. Such evidence has not
been present ed. Furthermore, | have no doubt that some or
all of the independent directory publishers that purchase
listings fromAnmeritech Illinois at $0.04 per listing also
have simlar or higher returns on equity; yet, M. Smth is
not suggesting that the Conm ssion inpute revenues or profits

to Ameritech Illinois fromthese publishers.
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M. Smith persists in his argunent that the inputation issues
in the state of Washington and Illinois are simlar. (GCl

Ex. 6.2, p. 38). Do you have any further comment?

My only comment is that M. Smith is consistent --
consistently wong. |In Washington, PNB transferred the
yel | ow pages assets that it owned to an affiliate w thout
obt ai ni ng reasonabl e conpensation for the benefit of

rat epayers. PNB's inproper gift of its yell ow page assets

justified the inmputation. In Illinois, there has been no
asset transfer -—and thus no inproper transaction -- because
Ameritech Illinois never owned any yell ow page assets. No

amount of obfuscation can change those facts.

M. Smth notes Aneritech Illinois’ response to a data
request that there is no statute or regulation that woul d
preclude Ameritech Illinois from publishing a yell ow pages
and attenpting to charge rates simlar to what APl and
DonTech charge. (GClI Ex. 6.2, p. 40). VWhat is the

perti nence of this coment?

| have no idea. The pertinent question is not whether there
is any |law or regul ation that precludes Ameritech Illinois

fromentering the yell ow pages cl assified adverti sing
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busi ness, but whether there is any |aw or regul ation that
obligates it to do so. The answer is no. The Conm ssion’s
regul ations require Anmeritech Illinois to publish (or have
publ i shed) a white page al phabetical directory that is
delivered annually to each of its custoners. (83 Ill. Admn
Code Section 735.180). There is no simlar requirenment for

t he yell ow pages.

M. Smith appears to be suggesting that the Commi ssion should
i mpute classified advertising revenues to Aneritech Illinois
because it has not entered a non-regul ated business that it
has no | egal or regulatory obligation to enter and that the
Comm ssi on has no power to force it to enter. Aneritech
Il1linois has never published a yell ow page directory, and the
Comm ssi on has never had a problemw th that decision. It
was explicit in the 1984 Directory Agreenent that Aneritech
I1linois would continue in its traditional role as a provider
of services to the yell ow page publisher and that Aneritech
woul d enter the directory publishing business through a
separate, unregulated affiliate. The Chairman of the

Comm ssi on hel ped to negotiate that Agreenent, and the

Conm ssi on approved the Agreenent as being in the public

i nterest.
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Do you have any comrent on M. Smith’s Schedule E-17?

Yes. In his Schedule E-1, M. Smth describes three nethods
by which the Comm ssion m ght decide how much directory
advertising revenue to inpute to Aneritech Illinois. M.
Smth' s anal ysis assunes that the Comm ssion has discretion
to inpute any anount of advertising revenues it desires to

Ameritech Illinois.

However, the Conmmi ssion may only inpute directory adverti sing
revenues to Aneritech Illinois’ regulated accounts if it
finds, based upon substantial evidence, that because of sone
i nproper conduct by the Conpany to the detrinent of
ratepayers, Ameritech Illinois is receiving | ess revenue from
APl or another publisher than it would have received in an
arms length transaction. Simlarly, the amount of the

I nput ati on nust bear a reasonable relationship to the val ue
| ost by ratepayers as a result of the alleged inproper
conduct. That is, how nuch additional revenue would have the
Conpany received from APl or another publisher if Aneritech
Il1linois had acted properly. M. Smth's Schedule E-1 does

not even address this subject.
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Al t hough M. Smith has not done so, does M. Dunkel attenpt
to identify any allegedly inproper conduct by Ameritech

Illinois that was detrinmental to ratepayers?

M. Dunkel states: “If Ameritech Illinois were to contract
with an unaffiliated publisher, Ameritech Illinois would be
able to obtain a publishing fee (or retain a portion of the
yel | ow pages revenues as its publishing fee). By using an
affiliated publisher selected through a ‘no bid contract,
Anmeritech Illinois is losing substantial revenues which it

could otherw se obtain.” (GCI Ex. 9.0, p. 27).

Does M. Dunkel attenpt to quantify the anount of additional
revenue Aneritech Illinois allegedly could have received by

contracting with an unaffiliated publisher?

No, M. Dunkel does not indicate whether this anmount woul d be
$10 or $10 mllion. He makes no attenpt whatever to quantify
what additional revenues Aneritech Illinois would have

received froman unaffiliated publisher. Nor does any ot her

W t ness.

How do you respond to M. Dunkel’s contention that an

unaffiliated publisher woul d make substantial paynents to
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Ameritech Illinois if Aneritech Illinois contracted with it

i nst ead of API?

| am perplexed as to why M. Dunkel thinks unaffiliated
publ i shers woul d pay substantial “publishing fees” to
Ameritech Illinois. The primary services Ameritech Illinois
provides to publishers are listing services (which it is
required to provide at $0.04 per listing) and billing and
col l ection services (which nost publishers do not need or
want). Unaffiliated publishers do not need a directory

agreenent with Ameritech Illinois to obtain these services.

If an unaffiliated publisher did contract with Ameritech
I1linois, one of the contract requirenments would be that the
publ i sher print and distribute to every Aneritech Illinois
customer on an annual basis a white page al phabeti cal
directory, including the standal one Chi cago al phabeti cal
directory. The publisher would be required to satisfy
Ameritech Illinois’ other directory obligations under the
Commi ssion’s rules, as well. Since the publisher would incur
substantial incremental expenses to satisfy these directory
obligations if it contracted with Aneritech Illinois, it is
nore |likely that the publisher woul d demand conpensati on from

Ameritech Illinois than that the publisher would offer
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Anmeritech Illinois a substantial “publishing fee.” This
woul d seem to explain why no i ndependent directory publisher
has contacted Ameritech Illinois seeking to enter into a

“publ i shing agreenent” of the type M. Dunkel descri bes.

How do you respond to M. Dunkel’s suggestion that Aneritech
Il1linois should have solicited bids for the services it

provi des and receives from API ?

Here again, M. Dunkel fails to identify what it is that
Ameritech Illinois was supposed to put out for bid that
publ i shers could be expected to bid to provide. When the
circunstances that exist today are conpared with the

ci rcunstances that existed in 1984, when Aneritech Illinois
| ast entered into a Directory Agreenent that provided
subsidies to ratepayers, it becones clearly apparent that
Anmeritech Illinois had no bargaining |l everage left by 1999

t hat woul d have i nduced a publisher (affiliated or
unaffiliated) to “bid” to pay “publishing fees” to Ameritech

I11inois.

In 1984, Anmeritech Illinois owed and controlled its custoner
listings and was under no | egal obligation to provide them at

a uniformprice to everyone. |f a directory publisher w shed
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to obtain listing information, it had to pay the price
Ameritech Illinois established for those listings. |If a
publ i sher wanted preferential access to those |istings or
wanted to obtain themin a special format, it had to pay
substantially nore for the listings than what other
publ i shers were charged. Aneritech IlIlinois’ ownership of
its listings gave it substantial bargaining power to

negoti ate above-cost paynments from directory publishers and
even higher paynents froma preferred publisher. Today, by
contrast, Section 222(e) of TA 96 prohibits Aneritech
Illinois fromdiscrimnating in favor of, or against, any
directory publisher with respect to directory |istings, and
FCC rul es preclude Aneritech Illinois fromcharging nore than
$0.04 per listing for its listing infornmation. Aneritech
I1linois’ current bargaining power based upon its listing

information is zero.

In 1984, Aneritech Illinois did not offer billing and

coll ection services to directory publishers at standard
rates. Anmeritech Illinois had significant bargaini ng power
to negoti ate above-cost paynents in exchange for providing
t hese services on an exclusive basis to a preferred
publ i sher. Today, Anmeritech Illinois offers billing and

coll ection services at standard rates to any directory
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publ i sher. Furthernore, nost directory publishers do their
own billing and collection or contract with a billing firm
and are not interested in Ameritech Illinois’ billing and

coll ection services. (A change that has nade Aneritech
I1linois’ billing and collection services |less attractive to
publishers is the statenent on the custoner’s bill that

t el ephone service will not be affected by failure to pay

di rectory advertising charges.) Anmeritech Illinois’ current
bar gai ni ng power based upon its billing and collection

services i s zero.

In 1984, Aneritech Illinois owned the copyright on the white
page al phabetical directories. A directory publisher that
attenpted to co-bind a white page directory with its yell ow
pages potentially violated Aneritech Illinois’ copyright, and
Ameritech Illinois actively enforced its copyright. Thus, a
publ i sher that wi shed to co-bind the white pages with its
yel | ow pages had to be willing to make significant paynents
to Ameritech Illinois or risk a copyright infringenment suit.
Today, white page al phabetical directories are in the public
domai n, and any directory publisher can co-bind the white
pages and yel |l ow pages wi t hout any paynment to, or perm ssion
from Anmeritech Illinois. (I aminformed that the United

St ates Suprene Court struck down the tel ephone conpani es’
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copyright in the white pages in a case called Fei st
Publ i cations v. Rural Tel ephone Service Conpany decided in
1991.) Aneritech Illinois’ current bargaining power based
upon co-binding the yell ow pages with Aneritech Illinois’

white pages is zero.

In sunmary, all of the reasons that traditionally caused
directory publishers to make directory paynents to Ameritech
I1linois are gone. Aneritech Illinois did not contract with
an unaffiliated publisher in exchange for a publishing fee in
1999 because Aneritech Illinois had no bargai ning power to

obtain such paynents.

If your position is correct as to Aneritech Illinois, how do
you explain M. Dunkel’s statenent that “Ilndependent
publ i shers bid for an independent |ILEC s directory business,
and are willing to pay the ILEC s [sic] ‘publishing fees’ (or
allow the ILEC to retain a portion of the directory
advertising revenues as its publishing fee)?” (GClI Ex. 9.0,

p. 27).

Whil e M. Dunkel makes this statenment, he does not provide a
singl e exanpl e of an independent directory publisher that

pays a “publishing fee” to an i ndependent |LEC of the type he
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describes. Aneritech Illinois submtted | data requests to
GCl asking M. Dunkel specifically to identify those

i ndependent directory publishers that pay these publishing
fees and the independent |ILECs that receive these fees so
that Ameritech Illinois could conpare and contrast those
publ i shing arrangements with Ameritech Illinois’ situation.
| attach a copy of those data requests as Schedule 2. GCl’'s
response was to object to the requests. One such objection

st at ed:

GCl objects to this request as overly broad and
burdensone. In addition, the directory
publ i shi ng agreenments that exist between |LECs
and their publishers are routinely classified as
proprietary. M. Dunkel has participated in over
130 tel ecommuni cations regul atory proceedi ngs,
and has testified before over one-half of the
state utility regulatory comm ssions in the
United States over a period in excess of 20
years. In addition, this information my be
available to Ameritech as it is already well
aware of over 200 i ndependent publishers, as
stated on page 11 of the rebuttal testinony of
Ameritech witness M. Barry.

If M. Dunkel has testified over 130 times in over half the
states for nore than 20 years, surely, he ought to be able to
identify several specific publishers who nake these paynents
and several specific ILECs who receive them as well as

provi de specific informati on on how those agreenents are

struct ur ed.
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At another point in the data responses, GCl states that “The
standard practice in the industry is that unaffiliated
publ i shers pay |ILECs a publishing fee, or allowthe ILECs to
retain a portion of the directory advertising revenues as
their publishing fee, in return for the |ILEC selecting that
publ i sher for the |ILEC endorsed directory in the ILEC s
service area.” Surely, if these paynents are standard

i ndustry practice, M. Dunkel ought to be able to identify
several specific publishers who make these paynents and
several specific |ILECs who receive them as well as provide
specific informati on on how t hose agreenents are structured.

Yet, M. Dunkel provides no exanpl es.

There are several reasons why an i ndependent directory
publ i sher may be naking paynents to an |ILEC, but w thout
knowi ng the exact nature of the relationship and the
situation of the parties, it is inpossible to know whet her
the situation is conparable to Anmeritech Illinois’ situation
in lllinois. For exanple, independent publishers nmay be
paying I LECs for |listings or other services performed by the
| LEC just as independent publishers pay Ameritech Illinois.
Such situations would not affect the outcone of the current

proceedi ng.
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It may be that the ILEC was the traditional publisher of the
yel | ow pages, and the directory publisher is buying the

business fromthe ILEC. This was the situation in the state
of Washington as | described in ny rebuttal testinony, and it

is totally dissimlar to the situation in Illinois.

It may be that the I LEC owns and publishes the yell ow pages
and pays contract fees (or allows the contractor to retain a
portion of the advertising revenues) in exchange for services
provi ded by the contractor. This appears to be the situation
in Alaska with respect to the Matanuska Tel ephone

Associ ation, which is the only ILEC GCl identified inits
data responses, and these may be the situations generally to
whi ch M. Dunkel was referring. However, these situations
are the polar opposite of the situation in Illinois, where a
non-regul ated publisher controls the publishing rights and
the custoner rel ationshi ps and pays the tel ephone conpany at
mar ket rates only for those services it needs. Thus, these

situations should have no bearing on the outcome in IIlinois.

In sunmary, wi thout specific exanples that can be conpared

and contrasted to Aneritech Illinois’ situation in Illinois,
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M. Dunkel’s generalized conmments provide no useful

i nformati on.

M. Dunkel discusses his earlier testinony regarding
Ameritech Illinois’ alleged endorsenment of the directories by
the use of the Anmeritech nanme on the directories. GCl Ex.
9.0, p. 26). He states that he does not contend that the
I[1linois Bell or Ameritech Illinois nanes appear on the
directories. Rather, he states that custoners do not
appreciate the distinction between “Aneritech” and “Anmeritech
Il1l1inois” and associate the “Ameritech” brand nane on the
directory cover with Ameritech Illinois. M. Smth nmakes a
simlar comment. (GCI Ex. 6.2, p. 38). Wat is the point of

t hese contenti ons?

The nanme issue is an outgrowth of M. Dunkel’s
unsubstanti ated contention that unidentified i ndependent

di rectory publishers would be willing to pay some unspecified
anmount of noney for the right to include the | ocal tel ephone
conpany’s nane or other endorsenent on their directories.

M . Dunkel contends that because i ndependent publishers
allegedly are willing to pay for Aneritech Illinois’

endor senment, then APl should be required to pay for the

endor senent as wel | . However, Aneritech |Illinois does not
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endorse APlI’'s directories and Aneritech Illinois’ nanme does
not appear on the directories. Consequently, M. Dunkel’s
argunment is stillborn. In an attenpt to resuscitate the
argunment, M. Dunkel is forced to argue that API’s and
Ameritech Illinois’ use of a common brand nanme in marketing
their respective products constitutes an endorsenent by
Ameritech Illinois of APlI's directories for which Aneritech

Il1l1inois should be paid.

How do you respond to this argunent?

First of all, the argunent is pointless because, as pointed
out above, M. Dunkel has presented absolutely no evidence

t hat i ndependent directory publishers would be willing to pay
nmoney for use of the Aneritech name nor has he provided any

evi dence of how nmuch they woul d pay.

Second, the argunent is pointless because Anmeritech Illinois
does not own or control the use of the Aneritech brand and
could not license either APl or an independent publisher to
use it. Ameritech Corporation created and owns the brand; if
a directory publisher were willing to pay to use it, those
paynments woul d have to be made to Ameritech Corporation, not

Ameritech |Illinois.
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Third, the argunent is circular. |If APl should pay Aneritech

Illinois for APlI’s use of the brand, then should not

Ameritech Illinois |ikew se pay APl for Ameritech Illinois’
use of the brand. After all, APl has used the brand for ten
years longer than Aneritech Illinois and has spent |arge sumns
to build brand equity. Anmeritech Illinois has only recently

begun to spend noney to build the brand, and M. Smth and
M. Dunkel both propose (incorrectly) to disallow those
expenditures from Aneritech Illinois’ revenue requirenent.
Moreover, if APl should pay Aneritech Illinois for use of the
brand, then would M. Dunkel contend that Aneritech Mobil e,
Anmeritech Security Link and Americast also should pay
Ameritech Illinois for their use of the brand, or, nore
appropriately, should not Aneritech Illinois pay these
conpanies for its use of the brand? The point is that each
of the Ameritech affiliates enjoys substantial benefits from
using a common brand and each separately pronpotes the brand
wWith respect to its separate products. However, that creates

no right to, or rationale for, paynments between the entities.

My final comment is that neither M. Dunkel nor M. Smth
provi des any support for his supposition that custoners

associate the Aneritech brand on the directories with
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Ameritech Illinois, and | think they are wwong. | attach as
my Schedule 3, copies of the cover and the third page of the
current Gen Ellyn-Warrenvill e-Wst Chi cago-Weaton-Wnfield
directory. | believe that when custoners see the nane
“Ameritech” on the cover with the copyright “© 2000 Aneritech
Publ i shing, Inc.”, they associate “Anmeritech” with “Ameritech
Publ i shing, Inc.,” not Ameritech Illinois. This is
especially true since the Amreritech name was used on the

di rectories published by the Donnell ey/ APl partnership for 10
years before Illinois Bell even began using the “Anmeritech
['11inois” assunmed nanme or the Aneritech brand. Furthernore,
if the custoner opens the directory to the third page | abel ed

“Tel ephone Provider Information,” the custoner sees several
| ocal tel ephone conpanies listed in al phabetical order. All
t he conpani es receive equal prom nence and are listed in the
i dentical fashion. At the bottom of the page, there is a
statenment, “For further information regarding

t el ecommuni cati on and tel ephone services, |ook in the

Ameritech Yell ow Pages under “Tel ephone Conpanies.” Thus,

the directory is specifically disassociated from any

particul ar tel ephone conpany, including Ameritech Illinois.
The directory contains no endorsement of Aneritech Illinois
by APl and no endorsenment of APl by Ameritech Illinois. 1In

short, there is absolutely nothing in the directory that
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woul d suggest or inply to custoners that Aneritech Illinois

“endorses” the directory.

Finally, the directory cover displays the SBC G oba
Conmmuni cati ons | ogo, but it does not contain the Aneritech
| ogo. This is yet another reason why custoners would be

unlikely to associate Anmeritech Illinois with the directory.

M. Smth states that even though Ameritech Illinois’ non-
product corporate imge building advertising expenses have
been and all egedly should be disallowed, Aneritech Illinois’
product advertising, which includes the Ameritech name with
respect to those products, has not been disallowed. (GClI Ex.
6.2, p. 37). Therefore, Ameritech Illinois’ product

advertising reinforces the use of the nanme. How do you

respond?

Ameritech Illinois’ product advertising reinforces the use of
the Ameritech brand in connection with Ameritech Illinois’
products. It does not reinforce the use of the brand in

connection with Aneritech Publishing s products. Aneritech
Publ i shing pays for that advertising. As | stated earlier,
the fact that Ameritech Illinois obtains a benefit from

advertising its products under the common Anmeritech brand
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does not create a reason why Anmeritech Publishing should nake

any paynents to Ameritech Illinois.

M. Dunkel takes issue with your statenent that any yell ow
pages revenue inputation would be used to subsidize |ocal

t el ephone services, and he references your response to
suppl emental data responses. (GClI Ex. 9.0, p. 29). Do you

have any further comment on this issue?

Yes, what | agreed to in data responses was that when |
referred to the stated purpose of yell ow page inmputation as
being to “subsidize | ocal telephone services,” | did not
necessarily nmean to inply that directory revenues woul d be
used to price local tel ephone services below their properly
cal cul ated LRSI Cs. Rather, what | neant was that the subsidy
froma directory revenue inputation would be used to price

| ocal telephone services |lower than they woul d ot herw se be

priced without the inputation.

However, the fact that the directory inputation m ght not

| ower | ocal tel ephone rates bel ow LRSI C does not nean that a
directory inputation would not subsidize |ocal rates.
Section 13-507 of the Act recognizes that froma revenue

perspective, a service's costs should include a reasonabl e
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portion of comon and overhead costs and requires that the
Commi ssion “establish rates or charges for the nonconpetitive
services which reflect only that portion of the facilities or
expenses that it finds to be properly and reasonably
apportioned to nonconpetitive services.” (220 ILCS 5/13-
507). If the Conmm ssion were to inpute non-regul ated
advertising revenues to Ameritech Illinois’ regulated
accounts and use that inputation to offset common and

over head costs reasonably apportioned to nonconpetitive
services, then the Comm ssion would violate the spirit of

Section 13-507.

Simlarly, a directory inputation that would all ow | ocal
exchange services to be priced at artificially low |l evels
woul d violate the spirit of Section 263(a) of TA 96. This

section provides:

No State or local statute or regul ation, or other
State or local legal requirenent, may prohibit or
have the effect of prohibiting the ability of any
entity to provide any interstate or intrastate

t el ecommuni cati ons servi ce.

Inevitably, a fictitious yell ow page subsidy of | ocal

exchange services that resulted in | ower |ocal exchange
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service rates would make it harder for other providers to

conpete for these services.

CONCLUSI ON

Q Does this conclude your Surrebuttal testinony?

A. Yes.
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